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By DAVID J. LEVIN

State and Local Government Fiscal Position in 1979

THE State nnd local government
suarphis on & nationol incorme and prod-
uch  accounting (NIPA} bosis was
$2¢.4 Lillion in 1979, down 33 hillion
from the surplus in 1978. The ilecline
was the result of a deceleration in the
growth of veceipts; at 7 percent, growth
was the Jowest since 1954, A de-
ealerntion in spending growth limjted
the decline in the surplus.

The decline in the surplus reflected
u $3% billion inoreesa in the surplus of
sacigl insurpnde funds and a swing of
$6M billion from surplus to deficit in
other funds. This swing resulted mainly
from tax reductioms that became law
in 1878 nod 1979. The largest of these
was the reduction in locel zovernment
proparty taxes under California’s Prop-
osition 13; numerous obther chinees in-
volved personal income and peneral
sales taxes. T'axpayers’ concern about
the effects of inflation on them was
probably the prime motive for thesa re-
ductions, The vote for Proposition 13
reflected taxpoyers’ concern thobt in-
flntion-penernted increnses in property
values were precursors of rising proper-
ty toxes. Several States infvadused in-
dexing techniques intended €o sever
the relationship betwesn inflation in
jocemes cnd incrensing effectve tax
rates on these incomes.
Receipts

Stata and locel government recsints
merensmd 7 percent in 1979, compared
with 11 percent in 1978 and 11% per-
cent in 1877 {table 1). Deneleration
occured in all mejor racsipts categories
exoapt corporate profits tax aceruals,
which ineressed i6 percent in both
1978 and 1970,

Growth of genernl own-source re-

ceipte—that e, personal tax snid noninx
roceipte, corporate profits tax scerunls,

pnd indirect business tox aml nentex
accruals—decelerated, os it had also
in the 2 preceding years (chart 10).
Law chonges were responsible for ihe
deceleration in 1978, slower persenal
incoms growth and o decline in gnsoline
usage wera responsible in 1979,

Personal tax and nontax receipts in-
creased 9 percent, down from 13 per-
cent in 1978. Income taxes, their largest
component, increased only &% percent,
down from 15 percent. Income bix law
changes in 1079, coupled with tha affects
of 1873 legialotion (especially in Cali-
fornia and New Youk), reduced personal
tox growth by 3} percenlaga points in
197% and 1¥ pointe in 18978,

Muast of the income tox law changes
involved more than simple rote radue-
tions. A number included indexaiion
in some form. Arguments for indexa-
tion, which is more widely used sbrol
than in the United States, start from

the observation that, given s propgres-
sive income fax structure, increnses in
ollor incomes give rise e incrensed
affectiva Lox rales. As a raselt, the pro-
portion of loial income retained by tax-
payers tleclines, and the proportion
received by government a3 tox revenue
increazes. If inflation is the source of
tha tloller incrense in income, taxpoyers
suffer a loss of real income. Proponents
of indexation argue that such a re-
disttibution of veal income should be
the result of conscious lemslative deci-
sion, rether than the unintended offects
of the tax strugture,

Under indexation, any or oll three of
the determinants of tax hability thet
are stated in dollar amounis—personal
exemnptions and dedustions oy well as
tox rale brackets~—sre adjusted, i.e.,
in<lexed, to reflect chenges in the price
level, For axsmaple, in Arizona, anch
year the valus of parsonal exemptions
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and of the standard deduction i& in-
ereased by the amount of the increase
in the Consumer Price Index for the
Phoenix metropolitan area. Specific de-
duetions, such as for property taxes,
are not indexed because they move of
their own accordl with an increase in
the price level. Of the 41 States im-
posing income faxes on wages and
salgries, none had indexation in 1977,
In 1978, California, Colorado, and Ari-
gong began indexing. lows and Minne-
sota bepan in 1979, and Wisconsin in

L JERUAT
State and Local Government General
Own-Source Receipts: Percent Change
From Preceding Year
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1980, Oregon will begin in 1981, Several
other States will consider indexing
gystems during this yvear's legislative
SeESlONS,

A new technique was introduced in
1979 for dealing with a problem created
by tax changes legislated after the
beginning of the tax year. The problem
is that of matching labilities and
withholding. Tf withholding is reduced
to levels appropriate for liability for
the entire year, and those levels are
introduced after the beginning of the
year, there are larger refunds (or
smaller final settlements) than if lis-
bility had not been changed. Net
government revenues may be reduced
sufficiently to cause eash-flow problems
in the months when settlements oceur.
If, to prevent this, withholding is set to
put the entire year's reduction in
lisbility into the parl of the year
remaining after the tax cut, withholding
must be raised at the beginning of the
next year, giving the appearance of a
tax increase. The new technique is
desicned to avoud both difficulties. Tt
sets withholding at the rate appropriate
for the new liability, and puts that rate
into effect only for as many months as
required for withholding to approximate
liabilities; withholding is suspended for
a period between the end of old with-
holding rates and the beginning of the
new ones, The first State to use this
technique was Wisconsin. It suspended
withholding for two months after pass-
age of a tax reduction measure, Later,
Montana suspended withholding for
one month after an increase in the value
of exemptions; Kansss took a similar
action. The technique had popular
appeal because, during the suspension
of withholding, taxpayer disposable
income was hizher,

Personal nontaxes—chiefly tuition
and hospital charges—increased 14 per-
cent in 1979, a little more than in 1078.
The step-up was largely the result of
new andfor inereased charges imposed
in California after passage of Proposi-
tion 13. (See “Proposition 13: One Year
Later” in the October 1079 issue of the
SurvEY oF CurreENT Busivpss.)

Indireet business tax and nontax
aceruals inereased 6% percent, a little
less than in 1978, A decline in highway
gasoline consumption aceounted for
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most of the deceleration. Sales taxes,
which in recent years have become the
largest component of indirect business
taxes, increased almost 10 percent in
1979, compared with 11} percent in
1978, The effect of law changes on the
sales tax total for 1970 was only %0.1
billion, but there wers larger offsetting
changes in many components. The
largest legislated increases in 1979 were
in gasoline taxes. In virtually all States,
these revenues are dedieated to the
construction, maintenance, and opera-
tion of highways. A combination of slow
revenue growth—partly due to short-
ages of gasoline, but more importantly
to the incressing proportion of more
fuel-efficient  vehicles in  the total
stock—and increasing costs of highway
construetion and maintenance foreed
many highway departments to defer
maintenance or cut back construetion.
Logislatures in o number of States re-
sponded with gasoline tax increases.
Offsetting these law changes were re-
ductions in general sales taxes, which,
with one minor exception, involved
changes in the tax base, rather than
rates. West Virginia began a removal of
grocery food sales from the tax base.
Five States removed residential pur-
chases of some utility services or heating
fuel, amd others partly or totally
removed business equipment, Of the 45
States imposing general sales taxes,
more than one-hall now exempt grocery
food sales, and some of those that im-
pose such a tax allow special income tax
credits or deductions for taxes paid on
food sales.

Property tax growth decelerated in
1977 and 1978—in 1978, largely due to
(alifornia’s Proposition 13, The absence
of further deceleration in 1979, when
the inecrease was again less than 1%
percent, suggests that Proposition 13
was not widely imitated outside Cali-
fornia, at least with respect to property
taxes, Measures of similar intent have
been imposed on local governments in
States other than California, but ap-
parently none has as yet had a major
effect on overall property tax growth.
One loeal jurisdiction, Prince Georges
County in Maryland, imposed a unigue
zero-growth limitation on property tax
collections for the county, so that addi-
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Table 2.—State and Local Government Expenditures, NIPA Basis

Calendar years
Eillions of dollors Percent ehangs
1978 18976 1mT 1078 107 = 167 | 1977 | 107s it e
1
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Biriolnres_ - - .. T 2.3 | an.n Ay -9 | =34 a0 na
Medical vendar poymen 124 4.2 15. 5 17.82 | 12 1.0 0,6 10,8 11.8
Othver peirchmead. o 48,6 540 L4 Th4| TE 1.0 a7 146 12,5
Transfer paymenis (o persons. ... ._........ .5 7.4 a2 a3 6.3 1L 0 12 L5 A
Hmwﬂls imm mlrﬂ urlulm runda ........ i1, 4 1.1 1L B 14 16.5 iR 154 14.0 1.4
Direct H'H e .9 128 iLd LG 4.0 .8 4.9 1.4 5
Other. . i LA 3.0 358 FR ] [ %] 58 || ILiE 13.0 L5 M A
anlntlmiggmd.... canvwemnnssnsennsone| B | =41 | =40 =71] =08 |[.......C et )
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.................................. | B A Wl -3 Wi | 1.1 188 w7
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* Frelminary.

tions to taxable property will reduce
tax liability for all other property.
Limitations of this severity apparently
have not been imposed elsewhere.

Federal grants-in-aid  contributed
strongly to the deceleration in total
receipts. They increased only 3% per-
cent, down from 15 percent in 1878,
Grants for local public works were down
about 32 billion, from %3 billion in 1978,
a8 funds appropriated n 1976 and 1977
were used up. Other grants for capital
purpozes inereased about %2 hillion.
Grants in support of current spending—
employment and training, welfare, food
and health programs, ete.—increased
about 4% percent, down from 13 per-
cent in 1978,

Expenditures

Expenditures increased 8% percent in
1079, well below the 11} percent in-
crease recorded in 1978 but about the
same as in 1977 (table 2). The 1079
deceleration was largely in purchases
of goods and services, and affected all
major categories of purchases except
medical vendor payments. The total of
expenditures other than purchases de-
clined slightly in 1979,

Purchases, by far the largest com-
ponent of expenditures, increased 9%
percent, compared with 12} percent in
1978, Compensation of employees, mora
than one-half of total purchases, in-
creased only 8% percent, alter incrensing
9410 percent in each of the previous

3 years. Shifts in the funding of State-
local government employment through
the Federal Comprehensive Employ-
ment and Training Act (CETA) have
had a major effect on the pattern of
changes in employment (chart 11).
CETA was responsible for 25-35 per-
cent of employment growth for States
and loealities in 1976 and 1977, and
about 75 percent in 18978, In 1979,

SN e
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CETA employment declined by more
than 100,000 while total State and
local employment remained almost
unchanged.

After six years of experience with
CETA programs, there remain un-
answered questions about the extent
to which CETA employees in loeal
governments replace regular smployees
that would have been employed in the
ahsence of the CETA program, and
about pay differentinls between CETA
and regular employees. It is not possible
to determine the extent to which the
employment shift in 1979 represented
a direct movement of former CETA
employees into regular positions. How-
aver, on the assumplion that this move-
ment did oeeur to o substantial degree,
it is possible to draw some tentative
conclugions about average pay for the
“new” regulars. Average pay for non-
CETA employees registered annual
increnses of ahout 8 percent in 1977-79,
while CETA average pay registered
little change. Given the S8M-percent
increase in 1979 total compensation,
and virtually no change in total em-
ployment, it is evident that average
pay for the “new” regular employees
exceeded that of the workers who left
CETA rolls in 1979,

Purchases of structures increased
only 6 percent in 1979, down from 21
percent in 1978. This sharp decelern-
tion was partly the result of a 13-
percent weather-related decline in the
first quarter, Inflation raised con-
struction costs about 12 percent in
1979, so the volume of construction
declined about 6 percent. The largest
inersases wers in public housing; air-
ports, port facilities, recreation areas,
and similar facilities; electrie utilities;
and transit facilities. Increases in high-
ways, schools, and other types of con-
struction probably were exceeded by
cost inerenses, so that the volume of
these types of construction declined.
Purchases of other goods and services
from business (including medical vendor
payments) increased about 12 percent,
a slight deceleration from 14 percent
in 1978. Higher prices accounted for
most of the 1979 inerease; volume
inereased only about 2 percent.
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Trunsfer payments increased 9 per-
cent, compazed with 10K percent in
1978. Bocinl insuranee fund transfars in-
crensed 14% percent, nbout the everage
for the 3 pravious years. Welfare {direct
relief) tronefers spain inereased less
then 3 percent, nfter increases of § and
B percent, respectively, in 1977 and
1976, Siricter administrative sontrols
and, in some Stites, postponament of
cost-cl-living increases contributed to
this deceleration. Other tromsfers in-
crensed only 10 parcent, The Z3-percent
ineretee in 1978 for this category was
mainly dua to Steiedocs] transfers to
nonprofit institutions for CETA train-
ing programe and for nooprofit CETA
employment. In the NIPA's, nonprofit
institutions are part of the personal
sector, and payments to thess in-
Etitutions nre treated as fransfer pay-
ments.

The rate of increase in nterest poid
decelersted slightiy fer the third con-
secutive yeor. Municipal interest rotes
increased, although less than raies of-
festing moat other horrowers, and new
Lorrowing was lower. Intevest received
continuesd o increase more rapidly
than interest paid. The strong increase
in the current surplues of entevprises
reflected revenus increnses, primarily
for liquor stares and certoin wtilities,
siuch o5 water and electricity supply.

Fiscal position

With socinl insurence funds exeluded,
Btate anel Jocnl governments were in
elefieit in 1979, for tha first yenr since
1975. However, this move into deficit
should not, of itsslf, be regarded as an
indientor of serious finoneiol difficulty
for these governments. This ether-funds
messure hag typiecally registered o def-
icit: prior to 1973, when general rev-
enue sharing funds aceounted for much
of the surplus, the last surplus was re-
corded in 1047. Bacause capital spand-
ing by governments is eombinad with
current spanding in the summary NIPA
presentations, and because miteh of the
capital spending by States and loealities
iz fundad by long-termn borrowing, the
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“normal" fisenl position of the other-
funds mensure hos been & deficit:! Tha
strong 1978 acceleration of cnpitol
spencling, ond continued—if slower—
growth in 1970, thus help to explain
the move inio deficit.

From another point of view, the 1979
move into deficit can be seen as repre-
senting o ‘‘spending down’’ of surpluses
necuraulated in 1976-72, Spending down
took the form of finsncing tax reduc-
tions rsther thon finoncing increasad
axpenditures. For example, the Proposi-
tion 13 property tex reduclion was
funded m port by epending nscels
accumulated over savernl years in the
general fund of the State of Calilomis.
Restoration of the estimated tax re-
duetions in both 1978 and 1979, in the
nhsenca of other chenges, wounld have
raiged the 1978 other-fimds surplus to
$7.5 billion, and tha 1979 deficit to n
§6.1 billion surplus.

Outlock

In 1980, totsl receipts will intrease
more ropidly thoo the 7 peresnt regis-
tared m 1979, but—in the absence of
major new Fadern! initiatives involving
strong growth in grants—will not reach
10 percent. If a recsssion muoterializes,
it will limit meresses in own-sourde
revenues—chisfiy tnwes., This effest
would be largest at the State lavel,
becauss snles and income taxes, which
ars the primary Siate revenuas, are
responsive to changes in the ecenomy.
Income tox growth wili continua to be
eurbed by tox reductions passed during
1979 thai will hecome fully effective
in 1980; preliminary indications zre
that these reductions will amount fo
oabout $1.5 billion. Additional cuts
from new indexing proposals are aolso
likely. Actelerated growth ran be ax-
pected in indirect businsss nontoxes, ns
oil decontrol adds to royalty receipts,
expecially in Alaskn, California, Texns

L. "Thia twiud otter cheraoterlstios of the surpiis awd deflail
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aud Louigiams. For localithes, inervases
in property toxes will be slowed by the
effect of nctions taken in late 1978 in
Alnbamn, Jdaho, snd Texes, which
should begin t¢ be moticeable during
1980. However, growth will be in the
§-7 percent rvange-—compared with 1
percent in 1979 and 1978—hecausas the
effect of Proposition 13 is now fully
incorporated in current property tax
levels.

Expenditures growth will probably
remain around 9 pereent. Purchases of
goods and srvices from business other
then structures will continue to increnss
slightly {uster than prices. Because bor-
rewing costs will remain high, net new
bartowing for eapitnl purposes should
daeline again in 1980, As 5 reault, the
incresse in spending for structures is
likaly to be smsll. Total compensntion
is likely to increass in the range of 7-8
percent. The increase in compensation
will be in largs port & function of: (1)
furthar reduction in CETA smployment
(2) the extent to which these lost
positions will bs replaced by regular
positions and the extent. to which former
CETA smployees snter them, ond (3)
the nverape pay levels for any raplace-
ment positions. With respect to the first
point, In the abeence of new Fedoral
initiatives, CETA government amploy-
ment jn 1980 will be about 50,000 lower
than in 1979. With respect to the second
point, the extent {0 which States and
localities will absork {former CETA
employess into the regular work force
i3 uncertoin. However, preliminary dada
indicnte that totsl Staie-local employ-
ment did not decline in the fourth
quarter of 197% despite o reduction in
CHETA employment; this suggests that
substantial numbers who left CETA
entered regulor Statelocal smployment.
It i probable that some wndditionnl
aheorptien will occur in 1980,

Ovarall, the State and local govern-
ments other-funds measurs will prob-
ably remnin in deficit, but thot deficit
will probebly be only slighdly lorger
than the one registeraed im 1979,




